Part I: General Presentation

Human development and debt overhang
The Development Aid Committee (DAC) of OECD has formulated in 1995 and updated repeatedly 1 an "effort of World partnership for development", with in particular the following targets for the year 2015:
-reduce by half the number of persons with an income less than one US $ per day -make primary education universal -reduce infant mortality by two thirds.
Such a program is unquestionably needed to meet primary needs of human development: basic education, health including reproductive health, nutrition, sanitation. It would require an increase in aid, in particular in Official Development Assistance (ODA), by several tens of billion dollars a year. Yet, ODA is on a downward trend. It fell in 1998 to .24 of 1% of rich countries' GDP, down from the earlier .45 of 1% and far from the repeatedly endorsed target of .7 of 1%.
At the same time, debt overhang imposes sizeable transfers of resources from poor to rich countries. Multilateral institutions (the IMF and World Bank) recognise that debt service limits the ability of Highly Indebted Poor Countries (HIPC) to meet basic human development needs. The HIPC initiative, recently extended into the Cologne initiative, aims at bringing back debt service of the poorest countries to more sustainable levels, for the benefit of human development. Civil society organisations, NGO's and religious groups, stress that these initiatives remain grossly inadequate. They plead for a drastic gesture in year 2000, the "Jubileum": either outright debt cancellation, or a new concept of debt sustainability reflecting squarely the ability to meet basic human development needs.
The present paper outlines a proposal that integrates the DAC, HIPC and civil society initiatives into a 15-year program for implementing the DAC targets while resolving fully the debt overhang problem, for a set of 49 poor countries. The proposal requires additional contributions from 23 rich countries amounting to .1 of 1% of their GDP over each of the 15 years. Although only a small part of the effort would take the form of debt cancellation, the outstanding debt of the 49 poor countries would be totally extinct by year 2015. Hopefully, the DAC targets could be realised by then.
Three premises
Our proposal draws freely on constructive ideas emanating from civil society organisations or incorporated in the HIPC initiative. It extends these ideas in three directions.
First, the concern for human development applies to poor countries, not only the highly indebted ones. Accordingly, we add to the list of 41 HIPC, with a total population of 589 million, the other countries with a Human Development Index lower than .5 in 1997. This adds eight countries, bringing the combined set to 49 countries, with a total population of 853 million (in 1997) 2 . These 49 countries have on average an annual per capita income of US $ 372, an infant mortality rate of 150 per thousand and a primary school enrolment ratio of 60%. A substantial fraction of the population is living in absolute poverty. Of the 49 countries 37 are in Sub-Saharan Africa.
Second, we turn for funding to a set of 23 rich countries (the US and Canada, Japan, Western Europe, Australia and New Zealand), with a total GDP of 22.000 billion US $ (1998) and a total population (today) of 846 million. Per capita annual income in these countries, some 26.000 US $, is nearly 80 times as high as in the 49 poor countries. Per capita spending on health or primary education is nearly 100 times as high.
The effort solicited from these countries is not directly related to their holdings of LDC debt. We suggest that the contribution of each rich country consist of two roughly equal parts: a flat contribution equal to .05 of 1% of GDP, and a variable contribution proportional to the gap between their current ODA outlay and the reference target of .7 of 1% of GDP; the second component also amounts on average to .05 of 1% of GDP, bringing the total to .1 of 1%.
3 But we invite the rich countries to include as part of their contributions the debt instruments in their possession, accepting these at a realistic economic value. These two suggestions aim at sharing the burden fairly. 4 It is difficult to assess precisely how far the proposed contributions (roughly 22 billion US $ per year during 15 years) could go towards permitting implementation of the DAC targets. The 1997 «Human Development Report » referred to 40 billion US $ per year world-wide. Our set of 49 countries concerns only some 20% of the total population of 4 billion mentioned there -but the needs are greater in the poorer countries. The CAFOD paper by Northover et al. (1998) refers to an annual expenditure of US $ 28 per person, i.e. US $ 23.5 billion for 840 million persons, which is very close to our proposal, thus confirming grossly its order of magnitude (though coverages are not identical).
The proposed addition to ODA may be given an alternative justification, linked to the " 20/20 Initiative" endorsed by UNDP. That initiative aims at earmarking for primary needs of human development 20% of public revenue in poor countries as well as 20% of ODA
5
. If ODA were raised from the current level (.24 of 1% of GDP) to the target level (.7 of 1%), and 20% of the increment were allocated to primary needs of human development, this would release additional resources amounting to .2 × .46 = 2 See footnote 21 below. 3 A more detailed and country-specific calculation appears in part II. 4 The concern to treat fairly both poor and rich countries was central to the CORDA proposal formulated earlier by four Belgian economists, including two of us; see Drèze et al. (1991) . 5 Neither objective is currently achieved: UNDP et al (1998) estimates that developing countries on average spend about 13% of their national budget on basic social services while roughly 10% of ODA is going to these sectors.
.092 ≈ .1 of 1% $ of rich countries' GDP; namely the very amount which our proposal mobilises for the same purpose. 6 It is an unplanned coincidence that the total population of our 49 poor countries is precisely equal to that of our 23 rich countries; the coincidence led us to choose a title with acronym PAIR: we are proposing to "pair up" each citizen of a rich country with a citizen of a poor country, expecting the former to contribute each year one and a half to two hours of earnings towards covering basic human needs of the latter.
Third, we propose a 15-year firm program, fully funded from the start, for implementing the DAC targets and extinguishing in the process the foreign debt of the 49 poor countries. The motivation for this approach is twofold. Regarding the implementation of the DAC targets, the main challenge is to translate targets and funding into operational programs of education, health or sanitation. These are long-run programs. It is recognised that such programs require planning and continuity, hence steady flows of resources. Regarding debt relief, we explain below why we do not recommend unconditional immediate full cancellation. But we share the view, forcefully expressed by Sachs et al. (1999) , that " the instability, unpredictability, and timeconsuming nature of [current] roll-over mechanisms contribute to the incapacity of HIPC governments and the international community to formulate long-term solutions to the pressing social crises in the HIPC countries" 7 Accordingly, we program the extinction of the debt over our 15-year horizon.
It should be obvious that our proposal goes much beyond the present HIPC Debt Initiative. Debt cancellation instead of debt reduction is the ultimate target. Priority is shifted from debt to human development, with the aim of achieving for all poor countries, indebted or not, the DAC goals accepted in 1996 by the international community. Compared to the HIPC Initiative, a much broader and more firmly committed effort is expected from ODA donors 8 . Also, we stress below that the proposal should be implemented in a multilateral framework in which-more so than is presently the case-all interested parties are represented and have an effective voice.
Prospective aid
In this section we explain the logic and broad functioning of our proposal.
A trust fund for human development
Implementing the DAC targets for the year 2015 will require an increase in resources devoted to basic human needs world-wide. In the poorest countries, the additional resources may result from reducing the debt service, from redirection of expenditures (in particular, away from military spending) and from increased aid.
In the highly indebted poor countries, debt service drains resources away from basic human needs. It would be pointless, counter-productive (as documented by Sachs et al.) and opaque to collect debt service and simultaneously increase aid targeted at basic needs, in the amounts needed to offset the drain of local resources resulting from debt service. Better cancel (outright or over time) any debt, the service of which interferes with the implementation of the DAC targets. This simple principle leads to a definition of " sustainable debt" based upon needs and resources for human development. 9 We explain below how the simple principle gets translated into operational terms.
Putting together the implementation of DAC targets and the cancellation of unsustainable debt leads to the following scheme. The annual contributions of the 23 rich countries, amounting overall to some 22 billion US $ a year, are paid to a Trust Fund (the existing HIPC Trust or a similar institution). This Trust Fund -say the PAIR Fund -acquires as soon as possible all the eligible public and publicly guaranteed debt of the 49 poor countries, offering to creditors a price reflecting a reasonable economic value. That total eligible debt (multilateral, bilateral and privately held) has a Net Present Value of some 183 billion US $ to which we assign an economic value of some 88 billion US $. The "economic value" is meant to reflect the present value of what creditors might hope to collect, in the absence of further debt relief (see section 2.1 of Part II.)
The PAIR Trust Fund will thus disburse funds on two fronts: to help implement the DAC targets in the 49 poor countries, and to acquire the outstanding debt of the same countries. Clearly, the more is spent on debt, the less can be devoted directly to human development. That is why only the unsustainable part of the debt will be cancelled outright. The sustainable part, now held by the Pair Fund, will continue to be serviced by the debtor countries, with the proceeds going to the Fund and used towards implementing the DAC targets. (We explain below how we guarantee that service remains sustainable and results in extinguishing the debt at the end of the 15 year horizon.) This approach, backed by a suitable definition of sustainability, corresponds to an objective of distributive fairness across poor countries. Sustainable debt should be serviced to provide resources for human development in all poor countries, not only the debtor country itself. The approach may also be understood as relieving the set of 49 countries entirely from its debt obligations, for the benefit of human development in the same set of countries. Collectively, all debt is cancelled. The remaining service amounts to redistributive transfers among poor countries.
It should also be noted that cancelling unsustainable debt releases resources for human development in the debtor countries. These resources may help reduce the need for additional ODA towards implementing the DAC targets. In line with the 20/20 Initiative, we assume that 20% of cancelled amounts are allocated to human development. A significant advantage of our proposal is that the PAIR Trust Fund would become the single creditor of participating poor countries. Debt relief could thus be based on an overall assessment of the debtor country's situation, which is more difficult under piecemeal negotiations with individual creditors. Also, the burden of negotiations would be reduced drastically.
Implementing the DAC targets
The main challenge emerging from our proposal is the implementation of the DAC targets. The new opportunity -not contemplated so far -is the availability of a budget committed for a 15-year horizon. This is coupled with a coextensive program reducing and maintaining debt at sustainable levels. There is thus scope for defining long-run programs of human development, endowed with continuity and financial sustainability. The next step is to invite poor countries to define their programs, with the assistance of multilateral organisations and NGO's. Such a process is already under way at the initiative of the IMF and the World Bank under the title "Poverty Reduction Strategy Papers" (PRSP); see IMF/IDA (1999b). Our proposal adds the dimension of potential long-run aid flows, which permits more meaningful long-run strategies.
This approach is unquestionably two-edged. Against the merits of a global long run approach, one must be aware of the drawbacks associated with size and scope. We do not advocate setting up yet another administration. We suggest to involve directly the poor countries in the preparation and implementation of their own programs. And we suggest allocating the resources marshalled by the PAIR Fund on a co-financing basis. Hopefully, these two principles may preserve the merits, while minimising the drawbacks. They also underlie the IMF/IDA's "Poverty Reduction Strategy Papers" approach.
The principles guiding the definition of sustainable debt may also be applied to the definition of a country's sustainable levels of expenditures for human development, thereby providing criteria for the amounts to be co-financed 10 . The fact that the PAIR Fund would operate with a fixed global budget constraint also means that the opportunity cost of funds allocated to a particular program in a given country is defined by the use of the same funds in another poor country (at the same or at a later date). Also, programs defined in different countries of the same region may entail externalities, which could be taken into account by the PAIR Fund.
The main initial tasks concern the definition of a governance structure for the PAIR Trust Fund, of priorities for its co-financing activities, and of criteria of conditionality for the participation of poor countries. We deal below with governance and conditionality. As for priorities, they should emerge naturally from the DAC targets. Easier said than done, perhaps. But there exists a lot of valuable research from which to start. It would take us too far afield to expand here.
Another two-edged aspect is linked to the novelty of the approach. The fact that a multilateral 15 year scheme for funding human development has not been worked out before, in spite of the clear merits of such a global approach, is an argument in favour of our proposal. But the novelty also means that the approach is untested. It would thus be important to monitor performance and to adjust procedures and policies to experience. That part is easy. The early disbursements of the PAIR Fund will be addressed to acquiring the outstanding debt of the 49 poor countries. At the same time, these countries should be involved in defining their human development policies and programs, a process which is already going on in selected HIPC countries. It would seem reasonable to evaluate the operations after, say, five years. One aspect of the evaluation would bear on the quality of the programs up for financing. If there is a lack of valuable programs, the contributions of the rich countries could be temporarily scaled down -while keeping unchanged the long run commitments. For instance, contributions could be geared provisionally to actual expenditures, while the PAIR Fund could continue to commit expenditures up to the limit of committed contributions, i.e., .1 of 1% of rich countries' GDP.
The broad accounting picture
A very rough accounting of the PAIR Trust Fund operations over 15 years, expressed in present value terms, goes as follows (in billion US $, at constant prices):
Income Expenditures To the extent that much of the outstanding debt of the 49 poor countries is held by participating rich countries, the corresponding debt instruments will be transferred to the PAIR Fund, at economic value, in payment of the creditors' annual contributions. The corresponding amounts have not been netted out in the table. (See Part II for the calculation of economic value and for the treatment of debt held by multilateral institutions.)
Needless to say, all these figures are subject to very wide margins of error, the most solid being the GDP of rich countries. We propose establishing the PAIR Trust Fund on the basis of a firm commitment by the rich countries to make contributions for 15 years at the suggested rate of .1 of 1 % of GDP. The PAIR Fund should then proceed with the acquisition of outstanding debt and appraise for each debtor country which amount of his debt is sustainable and how this remaining debt is to be serviced. The Fund should also cooperate with the poor countries and with official and private development agencies to approve programs and funding towards implementing the DAC targets. After five years, the whole operation should be reviewed and assessed. We suggest redefining at that time a new 15-year program in the same spirit.
4.
Debt sustainability and relief Our definition of sustainable debt similarly calls for value judgements, that we make explicit and offer to debate. The approach is not new. It is borrowed from various civil society proposals, as also summarised in IMF/IDA(1999a), and expressed sharply in a CAFOD paper by Northover et al. (1998) . Our own contribution resides in applying the principle first in the year 2001 and then prospectively over the next 15 years, so as to guarantee that future debt service remains continuously sustainable and that all outstanding debt is extinguished by the year 2015. Also, under our proposal, remaining debt service is paid to the PAIR Fund and is thus recycled towards human development.
Defining sustainability
The approach works as follows. Define for each country, by means of objective criteria, a tax-revenue base; applying to that base a standard-tax rate yields the country's standard revenue; next, deduct from that standard revenue an allowance for basic human needs (a flat dollar amount per capita times population); the outcome of the calculation (which may be positive or negative) is a "net feasible revenue", available to meet other public expenditures and/or debt service. (Relying on an exogenous tax rate and an exogenous allowance for basic human needs, independent of the country's policies, minimises the problem of moral hazard.) Clearly, when the " net feasible revenue" is negative, any amount of debt is " unsustainable" and should be cancelled outright. When the " net feasible revenue" is positive, a level of debt is defined as " sustainable" if its service does not exceed an acceptable proportion of that revenue.
The CAFOD suggestion is to define the tax revenue base as consisting only of incomes above the absolute poverty line of US $ 1 per person per day. Using that definition and proceeding as suggested above leads us to define sustainable debt service as a suitable fraction c of an adjusted national income Y-C, whenever the latter is positive. That is:
Of course, the parameters underlying c, and C -which can be interpreted as income exempted from debt service -need to be agreed upon. That calls for further research. Under the CAFOD proposal, c = .05 and C = sum of incomes below poverty line + [US $ 28 × population)/ tax parameter]. In section 2.2 of part II, we select c = 1/15 and C = 0.7Y 11 . Also, some improvements of the formula are possible -for instance increasing both c and C at constant present value would increase progressivity. We omit details here.
Interpretation and implementation
Formula (1) with a fixed C is analogous to an income tax formula, where earned income Y is reduced by an exemption C before being taxed at the constant rate c. There is, however, a hidden element of progressivity. Indeed, the sum of incomes below the poverty line is apt to be inversely related to Y, for a given population; accordingly, as per capita income increases, the per capita exemption decreases and sustainable debt service increases relative to income. A more pronounced degree of progressivity could be introduced by allocating to debt service a fraction of net feasible revenue that increases with per capita income 12 .
Formula (1) is also comparable to that applicable in some countries to withholdings from earned income on behalf of creditors. For instance, in Belgium, creditors may solicit court decisions that mandate employers to withhold from wages or salaries an amount directly transferred to creditors of an insolvent employee. The withholding is limited to a fraction (here c) of income in excess of a subsistence level (here C). If our formula were applied, it would be equivalent to an extension of bankruptcy provisions to international country debts. Several civil society organisations advocate that extension.
Discounting at the rate of real GDP growth and using an amortisation period of 15 years, sustainable debt is equal to 15 times annual sustainable debt service.
Any debt exceeding the sustainable ceiling so defined is cancelled outright. In each year t from 2001 to 2015, sustainable debt service is calculated by formula (1) applied to current data, and is collected by the PAIR Fund. In year 2015, the debt is extinguished, irrespective of the actual amount of service collected. If outstanding debt is lower than the sustainable ceiling, no debt is cancelled, but it is still desirable to organise the debt service to the Fund according to formula (1), so as to provide insurance to the debtor country 13 .
This way of assessing debt service includes an insurance aspect. If actual income declines, the debt service is automatically reduced; if income rises, the service is increased. The consequence for amortisation of the principal is the same. Because this provision is applied irrespective of initial debt levels, the benefit of insurance is extended to all 49 countries 14 .
If a participating country experienced the need of additional borrowing during the period 2001-2015, the same principles should be applied to decide whether the additional debt is sustainable. If not, the country should either turn to the PAIR Fund for additional aid (if justified on human development grounds), or seek to obtain funding with service starting after 2015. The former alternative would in principle be more desirable. This is our basic proposal for debt relief. It meets the objective of guaranteeing that debt service will remain feasible throughout, and it leads to full extinction of currently outstanding debt by year 2015. It treats fairly both debtors and creditors.
5.
Governance, conditionality and implementation
Governance and conditionality
We have outlined a major operation, calling for annual contributions of That is a long list. The total number of representatives should be kept small enough to have a functioning body. Something like 25 to 30 members could be elected, with the seats allocated between categories -for instance 1/3 for (i), 1/3 for (ii) and 1/3 for (iii)-(v) combined 16 .
The existing HIPC task force could be called upon to organise the debt relief part of the program, according to the principles set forth above, and under the authority of the board.
The board should direct its immediate attention to eliciting country-or regionlevel programs for implementing the DAC targets. To that end, it should rely on the expertise accumulated in all spheres, i.e. the five spheres represented on the board. Doing so expeditiously will require savoir faire. Guidelines have already been developed under the PRSP approach (see IMF/IDA 1999b), and applied by some countries (like Uganda and Ghana). The idea and spirit of these guidelines parallel our suggestions here and thus provide a natural starting point. Some concern has already been voiced that the current PRSP might not stand up to its high expectations; among other things, it is feared that the process might still not put the government "at the driver's seat" as well as not lead to full involvement of the countries' civil society. We deem it crucial for our proposal that the PRSP spirit also fully materialises in practice.
In turning to the important tasks outlined here, due attention should be paid to the fact that 37 among the 49 beneficiary countries are in Sub-Saharan Africa.
At the same time, the board should define guidelines for the allocation of part of the savings associated with debt cancellation to meet primary needs of human development. (A part equal to 20% was used above, because congruent with the " 20/20 Initiative".) And the board should define the criteria of eligibility for participation in the program (the " conditionality").
Because the program addresses directly the problems of human development, that aspect of conditionality automatically receives center-stage status. Because the program is defined over a 15-year horizon, and its implementation can be suspended whenever conditions are violated, there is no need to introduce unproductive waiting periods.
A broad view of conditionality should combine democratic practices, responsible government, suitable institutions and sound macroeconomic policies. The test of these conditions should be part of the preparation of the PRSP's underlying the Fund's operations. During the colloquium for which this paper was prepared, much insistence was placed by participants on the paramount importance of functioning democratic institutions, both for human development and for effectiveness of ODA. The representative composition of the board is the best basis for translating that principle into operational guidelines.
Implementation
Implementation of our proposal raises a twofold political challenge : Can the proposal pass the test of adoption by the 23 rich countries ? If so, can a 15 year commitment be given credibility ?
We are not qualified to suggest the suitable diplomatic avenues to marshal adoption, but we may contribute an important precision. Ours is not a « take-it-or-leaveit » proposal, the merits of which hinge on 100% adoption. We propose a consistent global approach towards fostering Human Development and eliminating excess indebtedness. Starting from the DAC targets for year 2015 and from a realistic assessment of the debt situation, we propose a budget (see table in section 3.3). It calls for annual contributions of .1 of 1% of rich countries GDP, adding up to US$ 325 billion, with an up-front firm commitment of US$ 88 billion for debt buy-back.
We offer two remarks . First, if one were separating the debt problem from achievement of the DAC targets, the budget could be reduced from 325 to 88 billion $. Most of the needed funding would take the form of transferring to the PAIR Fund debt instruments held by the rich countries or multilateral institutions. We would insist on implementing fully at least that part of our proposal. And we note that the 88 billion $ at stake correspond precisely to four annual contributions of .1% of GDP. Thus, we would insist on full implementation for the first four years, with full debt buy-back.
Second, beyond the first four years, contributions at a rate falling short of the proposed .1% of GDP would always be welcome, and the best way to use these contributions remains the Pair Fund scheme, in our opinion. If the full contributions cannot be marshalled, one should still maintain the program, collect whatever contributions prove politically feasible and define priorities on the basis of available means. In that case, furthermore, one should invite those countries willing to contribute more than some others to pay their full contributions to the PAIR Fund, possibly with a collective right to earmark these additional contributions for specific uses (either a set of beneficiary countries or a set of thematic programs). (By a collective right, we mean a right to be exercised co-operatively by the set of countries making additional contributions.) In particular, the European Union could organise full contributions by its members earmarked for the ACP countries 17 . That defines our second-best alternative under incomplete funding.
Regarding the 15-year commitment issue, we realise that existing governments are not always able to make credible long-run commitments : there is a time-consistency issue. The naive economist's remark that it could always be done by issuing long-term bonds would only complicate the adoption issue. It was suggested during the colloquium that an international treatise would be an answer. Again, we do not feel qualified to propose the most suitable diplomatic solution. A firm commitment for the initial four years, backed by transfers or firm purchases of debt instruments seems credible as far as these initial years go. We have accepted the principle that the situation be reviewed then, and a new 15-year program defined. If the overall program has been approved, we must (and can) live with the time consistency problem that will arise then. There is little choice. The alternative of giving up the program altogether is clearly inferior.
♦ ♦ ♦
17 African, Caribbean and Pacific countries associated with the European Union through the Lomé and Suva conventions Part II : Detailing the main issues
An effort targeted at poor countries
Our proposal aims to increase debt relief and aid for poor countries, with a human development perspective. In choosing our set of target countries we have used the following two criteria : ♦= The HIPC Initiative has identified a set of 41 poor and severely indebted countries.
Given that the HIPC Initiative has gained a new momentum in Cologne as well as a clearer focus on human development, it seems natural to include all the Highly Indebted Poor Countries in our set, even those which do not satisfy our second selection criterion which we now explain. ♦= Human Development is not suitably measured by the sole level of a country's per capita GDP. To select additional countries which can be listed as "poor" in a human development sense, we use the Human Development Indicator (HDI) computed by the United Nations' Development Programme. This indicator takes a broader view of human development than per capita income; it also covers a country's performance in health and education 18 . The HDI is a relative measure of the degree of a country's human development; it may vary over the range from 0 to 1. We use the latest HDI data 19 , computed for 1997. We choose to include in our target set all countries which have a 1997 HDI level of 0.50 or less. This defines, according to the 1999 Human Development Report, the countries which belong to the "low human development" category. Of the 35 countries in this category, 27 are also Highly Indebted Poor countries, so that this second criterion for selecting countries covered by our proposal adds 8 non-HIPC countries to our target set 20 . 18 The Human Development Indicator (HDI) synthesises three different, equally weighted, aspects of human development : health (measured by life expectancy at birth), education (measured by the literacy rate of adults and the global enrolment ratio for all levels of education) and income (measured as GDP per capita, at purchasing power levels). Income is included in the HDI as a substitute for all human development aspects other than health and education. 19 United Nations Programme for Development (1999), Human Development Report. The 1999 data are not quite comparable with earlier data, as the methodology of the index has been refined to account better for differences in income levels. 20 Note that there are 12 HIPCs which have an HDI level higher than 0.5 and belong to the "average human development" category (with a maximum of 0.701 for Guyana). The total population of these 12 countries amounts to some 220 million, out of 589 million for the 41 HIPC countries. 21 Some countries may be missing from the sample because of unavailability of relevant data. This is for example the case for Afghanistan (pop. 25 million, with life expectancy at birth as low as 45 years as the only HD indicator). Also, there is an inevitable arbitrariness in the 0.5 HDI threshold we have used to select the "poor" countries of our sample. For example, the following four "average human development" countries would have been added to the sample if we had taken a 0.55 HDI level as threshold : Comoros, Pakistan, Cambodia and India (with total population of 1.1 billion and an external debt of $101 billion NPV). ♦= Nigeria which had for some time been included in the HIPC list before being excluded (while Malawi was added) is part of our target set, on account of its low HDI level (0.456) 22 .
♦= Total population in our set is 840 million (of which 69 % in HIPC countries). The average HDI level is 0.451 23 , ranging from 0.254 (Sierra Leone) to 0.701 (Guyana). Average 1997 per capita income level is $ 372, with a maximum of $ 970 (Bolivia) 24 . Average infant mortality rate is 148 per 1000, about 11 times the level observed for high income countries 25 . For the countries for which data are available, net enrolment in primary school ratios range from 25 (Mali) to 100 % (Malawi), with an average of 59 %. Note that non-HIPC Nigeria has the highest absolute NPV of debt ($27 billion, $270 per capita, 13.8 % of the set' s total debt), the Republic of Congo the highest per capita level ($4.5 billion, $ 1660 per capita). ♦= Total grants to the countries in the set amounted in 1997 to $ 13 billion, slightly more than total debt service the countries have paid. However we observe an asymmetry between HIPC and non-HIPC countries. For the former, grants exceed debt service by 33 %, while for the latter they fall short of debt service by 25%. Aid flows seem to be somewhat biased in favour of HIPC countries. Indeed, for some of them Official Development Assistance (ODA) flows represent a huge proportion of their GDP (up to 68% for Guinea-Bissau and 60% for Mozambique).
Debt Relief
In order to enable the countries in our set to achieve the DAC 2015 human development goals, our proposal provides for a major aid effort which includes comprehensive debt relief. The debt relief we envisage has two characteristics : (1) collectively, the debt of the 49 countries is cancelled ; (2) individually, a country's debt is reduced to a sustainable level and the remaining debt service is paid to the PAIR Trust Fund. Also, target countries are expected to use a fraction of the resources previously used for debt service to improve human development of their people. We briefly discuss each aspect. 22 Sachs and al. (1999) also argue that Nigeria should be included in the group of countries selected as target for a comprehensive debt reduction scheme. 23 Average HDI level for "high human development" countries is 0.904 24 Current dollars, GNP computed with three year average $ exchange rates, not adjusted for divergences in PPP (World Bank Atlas data). The corresponding average GDP per capita amount for high income countries is $ 25,700. 25 Source : World Bank, World Development Report 1998-1999.
The commitment to cancel the 49 countries' aggregate external debt
Cancellation of the 49 countries' total external debt is a necessary contribution to an international effort to help these countries reach their human development goals within a 15 year horizon. Indeed, it does not make economic sense for rich countries to disburse aid to the target group of poor countries and at the same time to collect debt service from them 26 . A commitment from rich countries to extinguish the 49 countries' total external debt over a 15 year horizon is therefore expected. Rich countries will make sure that all the claims held by creditors on the group of poor countries be transferred to the PAIR Trust Fund. In this way the PAIR Fund becomes the sole creditor of the 49 countries in the target set. It is known from the start that any debt service to the Fund will become available to the pool of 49 countries, to help them achieve the 2015 Human Development goals. Individually, each country will continue to pay debt service on the sustainable fraction of its initial debt (see 2.2). Combining individual debt reduction with collective cancellation achieves a desirable balance between the aim of alleviating the plight of all poor countries and the objective of fairness amongst them 27 .
We now define the external debt which is eligible for cancellation and discuss the budgetary cost for rich countries.
The debt eligible for total cancellation for the sample countries as a group is the long term, public or publicly guaranteed debt (PPG), outstanding and disbursed (DOD), with respect to official (bilateral and multilateral) as well as private creditors. The eligible debt also includes interest arrears on long term debt as well as the use of IMF credit. However, it does not include private debt which is not publicly guaranteed nor short term PPG debt due to private creditors. Table 2 gives detailed data on the face value of eligible and non-eligible debt. We assume in this table that all interest arrears are short term debt with respect to official creditors. Short term debt held by private creditors, which represents less than 5 % of total debt stocks at face value, is not considered eligible. Its cancellation would be counterproductive as it would undermine the country's normal foreign trade operations. Eligible debt represents, for the group of 49 countries, 94% of total outstanding PPG Debt.
The budgetary cost to rich countries of the cancellation of eligible debt is estimated in the following way. The total debt eligible for cancellation has a net present value (NPV) in 1997 of $ 183 billion. However, the actual costs, i.e. the funds which need to be raised by new budgetary appropriations, can be estimated to be much lower. This is 26 For middle-income severely indebted countries, debt reduction (e.g. Brady deals) has been advocated as being beneficial for both debtors and creditors because it restores appropriate incentives for adjustment and development. For poor countries, the case for large scale debt reduction and possibly cancellation is much stronger, as debt service is clearly an obstacle to achieving a basic, minimum level of human development. 27 Outright cancellation is unfair to countries which have a low level of external debt, while being equally poor and underdeveloped. It favours countries which have had an easy access to borrowing abroad, possibly on the basis of their wealth in natural resources, or even countries which have grossly mismanaged their economy. Another argument against outright cancellation is moral hazard. Highly indebted countries which benefit from unconditional debt cancellation may be induced to adopt less disciplined policies and to lapse again into their old habits of domestic mismanagement, in the expectation that future debt cancellation will again erase their tab. Although external shocks are responsible for a huge part of the poor countries' debt build-up, this moral hazard argument cannot be discounted altogether. The proposed framework keeps this risk at a minimum.
so because this NPV figure is computed under the hypothesis that the debt will be fully serviced 28 . This is obviously a quite unrealistic hypothesis and has been recognised as such both by official and private creditors. Creditors can therefore be expected to have made for many years the necessary provisioning on their balance sheet in order to reflect the declining true economic values of these assets. The actual write-off of the debt from its NPV to its economic value should then be considered as a balance sheet clean-up operation. As such, it does not need new budgetary appropriations from official creditors, nor additional provisions on current profit and loss accounts for private creditors 29 . Beyond this general principle, it is however necessary to distinguish between bilateral and multilateral creditors and between concessional and nonconcessional debt. Table 3 gives, country by country, the detailed estimates, on the basis of various hypotheses briefly discussed hereafter. ♦= We postulate that debt held by the Bretton-Woods multilateral institutions (IMF, World Bank and affiliated institutions) has to be valued at full NPV, given the particular seniority status of these creditors 30 . Given the unavailability of detailed published data, we postulate that, for non-concessional debt, NPV is equal to face value. This allows us to estimate NPV of concessional debt from the reported NPV of total (concessional and non-concessional debt) 31 . The amount necessary to compensate the multilateral creditors is estimated at $ 55 billion (21 for nonconcessional and 34 for concessional debt). ♦= For bilateral official creditors, the residual economic value is put at 30% of NPV for non-concessional debt and at 15% for concessional debt 32 . Most of this debt is held by the rich countries, although some might need to be bought back from other official creditors, in which case a "pari passu" discount would be applied. The total cost of acquiring the debt held by bilateral official creditors is estimated at $25 billion ($20 billion for non-concessional and $5 billion for concessional debt). ♦= A small amount of eligible long term debt is held by private creditors. Taking the somewhat optimistic view these creditors agree on a "pari passu" effort, we apply a buy back value of 30% to their claims, to get a cost of $8 billion.
28 NPV is lower than face value whenever the interest rate to be paid on the debt is lower than the interest rate used to compute the present value for each future payment. NPV will therefore be lower than face value whenever the debt is on concessional terms. Note that exchange rates may also give rise to a wedge between face value and NPV. 29 Transferring debt instruments to the PAIR Fund at their economic value may necessitate new budgetary appropriations for those creditors who did not make the necessary provisioning for non performing debt claims. Nevertheless the PAIR Fund should not impute to their debt instruments a higher value than the economic value imputed to other creditors' debt instruments. Doing so would not only imply transfers from creditors who were prudent enough to provision to those who were not, but also unfair transfers from weakly to heavily exposed creditors. 30 Evaluation of multilateral debt at 100% of NPV is conservative, as it abstracts from the bad loans provisions which have been constituted and could now be mobilised. Also, use of IMF gold (outright sales or other revenue raising operations based on it) could provide additional resources and lower the budgetary cost to rich countries. Ultimately however, the precise combination of write-downs and cash compensation will clearly be the outcome of a political negotiation process. 31 This is equivalent to assigning any divergence between total debt's NPV and face value exclusively to its degree of concessionality. 32 Note that the data refer to 1997. Since then, several official creditors have taken steps to reduce or cancel significant parts of these debts.
Adding up, the total extra budgetary cost of acquiring the 49 countries' total eligible external debt, with no further service accruing to the creditors, is equal to $88 billion, close to 50 % of NPV
33
. (This also means that a total amount of $95 billion is written off, at the expense of the creditors, independently of their contributions to the PAIR Fund). This is the amount the rich countries need to commit to fund the debt side of the proposal. It is not really necessary for this amount to be made available up-front. In order to enable the PAIR Fund to organise the buy back, rich countries could simply commit for the future the necessary resources for the Fund to service the outstanding debt, after appropriate renegotiating and rescheduling with the creditors. The Fund would in effect immediately take over all the debt commitments of the 49 countries, while becoming at the same time their single creditor. Contributions to the Fund by rich countries could be made in hard cash or by bringing in their own eligible claims, as valued above, i.e. at a realistic economic value 34 .
Reducing a country's debt service to a sustainable level
Any definition of sustainability is arbitrary. For instance, HIPC II (after Cologne) basically uses a capacity-to-pay viewpoint on sustainability and defines a ratio of net present value of debt (NPV) to exports in excess of 150% as unsustainable, coming down from 200-250% under HIPC I
35
.
In our definition of sustainable debt, we rely on a proposal made in a CAFOD paper by Northover et al. (1998) . As mentioned in part I, we (i) apply the principle first in year 2001 (ii) make sure that it remains applicable for the next 15 years, so as to guarantee that future debt service remains constantly sustainable (iii) make sure that all debt is extinguished at the year 2015.
The approach works as follows. Define for each country, by means of objective criteria :
= the tax-revenue base, Y -A, where Y is e.g. GDP and A is non taxable income. The CAFOD proposal suggests to take as A all incomes below the poverty line of $1 a day. = the standard revenue, = a. (Y-A) , obtained by applying to Y the standard-tax rate a = the " net feasible revenue " = standard revenue -B , where B is an allowance for basic human needs ; net feasible revenue measures the government resources which are available to meet other public expenditures, including debt service.
33 Note that the a large part of these $ 88 billion are concentrated on a limited number of countries : the 8 "costliest" countries represent a share of 50.5 % (Nigeria, Bangladesh, Vietnam, Sudan, Côte d'Ivoire, Congo Dem. Rep., Ethiopia and Zambia, by decreasing order). A 70% share is reached by just including 7 additional countries for which the individual cost is in excess of $ 2 billion. 34 Implicitly, this also calls for changing the current OECD/DAC rules whereby debt reduction is included in the ODA statistics at full nominal value. Currently, this rule can result in countries contributing (too) much ODA in the form of debt reduction in order to boost ODA figures without doing much in real economic terms. 35 The Debt/export threshold takes the availability of foreign exchange as the main constraint for debt sustainability. The HIPC initiative also handles an additional sustainability threshold which is defined in terms of government revenue (the "fiscal window"). Countries may qualify for the Initiative if their (Debt NPV)/(government revenue) ratio is larger than 250% (provided an openness criterion and a minimal "revenue effort" threshold ratio are met).
When the " net feasible revenue" is negative, any amount of debt is " unsustainable" and should be cancelled outright. When the " net feasible revenue" is positive, sustainable debt service is defined as : (1)
Our debt relief and service scheme works as follows, for any one of the 49 poor countries:
Compute net feasible revenue. If negative, the country's debt is cancelled outright. If positive, calculate sustainable debt service SDS by formula (1) and go to (ii).
(ii) Multiply calculated SDS by 15 to obtain the net present value of debt that will be amortised in 15 years by that SDS (using a real discount rate equal to the rate of growth of real GDP). Compare the result with the country's NPV of outstanding debt (call it NPV), and retain the lower of the two figures. Call it NPV * . The corresponding debt service, SDS*, is equal to NPV* divided by 15. Go to (iii).
(iii) If SDS* = SDS as given by formula (1), it is by construction equal to c(Y-C).
The country benefits from a debt reduction equal to the difference between NPV and NPV*. For the next 15 years, the country will transfer each year t to the PAIR Trust Fund an amount equal to
At the end of the 15 years, no further service will be required on the initially outstanding debt. That debt will be extinct.
(iv) If SDS* <SDS, the country does not benefit from a debt reduction since its outstanding debt is sustainable. However, it is still desirable to let the country benefit from the embedded insurance mechanism. Define d = NPV*/NPV (=SDS*/SDS), with d < 1. The country's annual service will then be:
Again, no further service will be required after year 2015.
If a participating country experienced the need of additional borrowing during the period 2001-2015, the same principles should be applied to decide whether the additional debt is sustainable. If not, the country should either turn to the PAIR Fund for additional aid (if justified on human development grounds), or seek to obtain funding with service starting after 2015. The former alternative would in principle be more desirable.
Further research should determine the optimal values for the parameters c and C, and check the consequences of minor adjustments to the basic formula (1). It is beyond the scope of this paper to make detailed country-by-country estimations of debt relief according to the mechanism described here, basically because of current lack of publicly-available and reliable country-specific data on some of the parameters needed to make the estimations 36 .
In the meantime, to assess the order of magnitude of the amount of debtor country debt reduction, the following approximation is suggested.
We again start from the principle that eligible debt be cancelled after 15 years. Assuming that the real interest rate, to be used as discount rate, is the same as the real growth rate of GDP, an annuity of x% of GDP has a present value of 15*x*GDP 0 , where GDP 0 is initial GDP. Suppose one places a ceiling x C on x, i.e. on total debt service (TDS) as % of GDP during the 15 years envisaged in the PAIR-Fund initiative; this is then equivalent to a ceiling on NPVdebt/GDP 0 equal to 15* x C . All debt higher than this ceiling is cancelled 37 .
What would be a fair value for the threshold (maximum) NPVdebt/GDP ratio for our set of countries? In other words, what would be a sustainable NPVdebt/GDP ratio? Although both ratio's are not fully comparable, as a starting point it might make sense to remember that for rich Western-European countries to be eligible for membership of the European Monetary Union, the ceiling Debt/GDP ratio was set at 60%. Clearly, it would be excessive to submit our set of poor highly-indebted countries to the same rigour, so this 60% Maastricht ratio would be too high. In Table 4 , we select a threshold ratio of 30%, i.e. halving the Maastricht ratio 38 . Whereas this ceiling is applied to total PPG debt, cancellation occurs only on eligible debt.
Under this scenario, total remaining debt to be serviced amounts to $ 61 billion, implying a sustainable annual debt service of $ 4 billion. Correspondingly, total debt reduction is equal to $ 122 billion in NPV. The table also includes country-specific details of the amount of debt relief under this scenario. Additionally, simulations show that sustainable debt increases to $ 79 billion ($ 111 billion) if a threshold ratio of 40 % (60%) is selected 39 . 36 While recent global and regional data e.g. on the number of people living beyond $1 a day and on the poverty gap are publicly available (see e.g. World Bank, 1999), country-specific data are not. Some of the required data are a subject of research under way within the framework of the World Bank's forthcoming World Development Report 2000/01 on poverty. 37 Note that this procedure puts, in formula (1), c = 1/15 and C = (1-xC)Y. 38 This implies x C = 0.3/15=0.02, and therefore c = 1/15 and C = 0.7Y in formula (1). 39 The corresponding values are 0.027 (0.04) for x C and 0.6 Y (0.4 Y) for C in formula (1).
Contribution of resources freed by debt reduction to human development goals
As an element of conditionality and to optimise the human development impact of debt relief, it seems fair to link freed resources to additional human development spending. This link is also explicitly used in the current HIPC framework. A common approach is to use a (local currency) counter-value fund, as is done in most so-called debt for development swaps.
In line with the argument exposed in the 20/20 Initiative 40 , we suggest that 20% of the NPV of debt relief be used by the country as an increase in budgetary spending for basic social services. Using the results of the previous section, corresponding to a debt relief of 122 billion USD in NPV, this 20% would amount to about 24.4 billion USD, to be added in the PAIR Fund balance sheet as additional income, available for human development. This can be seen as another way of burden sharing of additional resources between (different types of) creditors and the debtor country. It is to be used by the country itself as a direct increase in its social spending instead of through a separate framework outside the official government budget. In some countries, more than 20% of the amount of debt relief could well be earmarked for basic social services, and this possibility should be kept in mind when drawing country-level arrangements.
Implementing the 2015 DAC targets : how far can we get ?
Our proposal to a commitment of increasing ODA by .1 of 1% would amount to roughly 22 billion US $ per year during 15 years, or a total of about 325 billion US $ in NPV (using again the real GDP growth rate as interest rate). Taking into account additional income from remaining debt service by the debtor countries (61 billion US $) and allowing for compensating creditors for the economic value of debt (88 billion US $), this would amount to $ 298 billion, directly administered by the PAIR-Fund, plus $ 24.4 billion (local currency equivalent) coming from the resources released from debt service, altogether again about 325 billion US $ available for additional spending on human development and poverty alleviation purposes in general. How far would that take us towards permitting implementation of the DAC targets?
The 1997 UNDP Human Development Report suggests that an amount of $ 40 billion per year would necessary for 5 years to achieve adequate coverage of basic needs in all developing countries. This figure refers to 1994 estimates compiled from different sources, based on available data from the early 1990s. The amount covers expenditures for basic education ($6 billion), basic health and nutrition (13 billion), reproductive health for all women (12 billion), and safe water and sanitation (9 billion).
Very recently, these estimates were updated within the framework of implementing the 20/20 Initiative, in a joint effort of UNDP, UNESCO, UNFPA, UNICEF, WHO and the World Bank (see UNDP et al., 1998, annex I) . The aim was to estimate the cost of universal access to basic social services in developing countries, within the areas of basic public health (including nutrition), essential clinical services, reproductive health care and family planning, low-cost water and sanitation and universal primary education. These updated estimates suggest that about $ 206 to $ 216 billion are needed annually, over a five-year period, to achieve universal access to these basic services 41 . Since current annual expenditure on basic social services in developing countries can be estimated at around $ 136 billion, the UNDP et al (1998) calculations estimate the necessary additional five-year effort to be about $ 70-80 billion annually, about twice as high as the earlier estimates. The total additional amount needed to a achieve minimum levels of human development in all developing countries is therefore, according to these estimates, in the $ 350-400 billion range.
The funds our proposal makes available over a period of 15 years fall in this range. Indeed, our set of 49 counties covers only about 20% of the total population of developing countries to which the above estimates apply. However, most of the shortfall in human development should be found in the poorer countries. In addition, the UNDP et al estimates are very conservative : they are based on minimum costs and only refer to basic social services, not to the more broadly defined DAC targets.
Clearly, the fact that the inputs (additional funds) would be available does not guarantee that the outputs (human development) will materialise. Recent research fails to show clear significant links between international aid and improvements in poverty and human development indicators, especially for countries that do not pursue sound macroeconomic policies (see especially Collier & Dollar, 1998) . Neither does it establish a significant causal effect of public social sector spending on the improvement of social indicators (see e.g. Filmer & Pritchett, 1999 , on health spending). Therefore financial injections need to be accompanied by an increase in efficiency of aid and public spending within a sound macro-economic policy and good governance framework (Collier & Dollar, 1999) . It is crucial that the lessons from the past be learned and that the PAIR-Fund mechanism contribute to this by imposing the appropriate type of conditionality (see 5.2. below). Efficiency of aid would be also clearly be increased by the greater policy coherence among donors which can be expected within the PAIRFund, in the management of which all the donors would be jointly involved (see section 5 of part I).
Burden sharing between rich countries
The total amount to be committed, in our proposal, by the 23 rich OECD countries as additional ODA for the next 15 years is equal, in present value terms 42 , to $ 325 billion, representing for each year an additional average contribution of 0.1 of 1% of their GDP. Table 5 details the 1998 levels of official development aid for each of the 23 rich OECD countries. It appears that aid efforts, as measured by ODA/GDP ratios, are low on average. The 1998 average of 0.24 % of GDP is indeed still quite far from to the more than three decades old, but repeatedly reaffirmed United Nations target of 0.7% of GDP. In addition, aid levels vary significantly across countries, with, a maximum of 0.98 % of 41 The document notes that these estimates are very rough figures subject to wide error margins because of lacking data and aggregation ; they represent merely the minimum cost since some elements of basic social services are not included ; the cost implications of e.g. improving the quality of these services have also not been taken into account. 42 Present values in 1998 $, computed under the hypothesis of a real rate of discount equal to the rate of growth of real GDP.
GDP for Denmark and a minimum of 0.10 % of GDP for the United States. Three countries are above the UN target. Burden sharing will clearly be a key issue in securing political support for the proposal. While many schemes can obviously be devised, we offer one for illustrative purposes. Two points are worth considering. First, it seems fair that countries lagging in their aid effort should be invited to catch up and therefore contribute proportionally more. Second, the idea of "pairing up" citizens of rich and poor countries calls for an effort in which all rich countries participate. We therefore devise a combination of two sharing rules, using each one to levy half of the 325 billion. Each rule determines one component of a country's increase in its annual ODA/GDP level. The two components are defined as follows: ♦= the variable component V: each country is expected to contribute proportionally to the gap between its actual ODA level and the target 0.7 % level. Formally, country j is expected to catch up each year according to :
where A t j is the ODA/GDP level (in %) of country j in year t. The parameter γ is chosen so as to generate half of the $ 325 billion, when applied for 15 years to the set of the 23 rich OECD countries. As shown in Table 5 , this is obtained for γ = 0.01425. A country starting with an ODA/GDP level of 0.3 % will be expected to progressively increase its ratio to 0.306 in 2001, 0.31 in 2002 …and 0.38 % in 2015; for a country starting from 0.6 % , the corresponding figures would be 0.601, 0.603 and 0.611 %. For the "average OECD country", starting with 0.24 %, the progressively increasing ratio makes for a 15 year average of 0.29%. On average, this corresponds to an increase of 0.05 % of GDP for yearly ODA expenditures. ♦= a flat increase in the ODA/GDP ratio : each country increases immediately its ODA expenditures by a uniform 0.05 % of its GDP ; this increase in its ODA/GDP ratio is then maintained for the next 15 years. This uniform flat increase raises the other half of the $325 billion. Table 5 shows how this combined sharing rule would affect the relative ODA contributions of the 23 countries 43 . If clearly appears that the G-7 countries will be called upon to shoulder the largest part of this new OECD aid effort (88.6 %), proportionally more than their GDP weight (85.9 %), but only slightly so. The EU-15 would contribute 34.7 % of the total, proportionally less than its GDP weight (38.5%).
Making the Initiative work.
The PAIR Fund will be called upon to administer a substantial amount of funds. In our proposal these funds will result from donor countries' contributions as well as from debt service payments on sustainable debt. These funds will be used to acquire the debt of the 49 low income countries covered by our proposal and to improve human development in those countries. It is necessary that a decision and organisational framework be set up which has wide support among multilateral and bilateral donors as well as among prospective beneficiary countries. In addition, conditions for obtaining support from the PAIR fund have to be specified.
Organisational structure
In part I we suggested that the final decisions on the use of the PAIR FUND resources be entrusted upon a board which is representative of all interested parties. For the preparation and the execution of the decisions of the board there should be a suitable organisational set-up. Creating a separate and completely new organisation to implement our proposal is not the best solution, as it would imply that no use is made of the services and experience of existing international institutions.
We have suggested that the existing HIPC task force could be called upon to organise the debt relief part of our proposal. Similarly, the administration of the human development window of the Fund could draw on the expertise of both the World Bank (and particularly IDA) and the United Nations Programme for Development (UNDP). The Bank and its regional affiliates have over the recent years increased their focus on poverty reduction and have accumulated a substantial experience in assessing, supporting and monitoring national policies in this field. The United Nations Programme for Development directs its activities towards low income countries, with a focus on poverty eradication 44 , has established a strong network of country offices which facilitates partnerships with local actors and has developed expertise in evaluating human development needs. Finally, the Fund is expected to develop a close collaboration with international as well as local NGO's. These organisations indeed play a larger and larger role in financing and implementing poverty reduction projects 45 , usually work in close contact with the local populations and often act as the voice of the poorest amongst them.
Conditionality
In the 15 year time frame of our proposal, we give a strong priority to the debt alleviation scheme. It should be fully applied as quickly as possible to the set of 49 countries. The PAIR Fund acquires the debt of those countries at its 'economic value', determines the fraction, if any, that is sustainable and monitors the debt service payments on this remaining debt. The monitoring guarantees that the debt remains sustainable, whatever the shocks the country faces. Countries which fulfil their debt obligations, as defined by the PAIR Fund, over the 15 year time horizon following the start of the scheme, will have extinguished their debt by the end of this period. For countries who fail to satisfy their debt service obligations to the PAIR Fund, debt service obligations will continue to exist after the 15 year period. We propose that the conditions countries should fulfil, in order to take part in the debt reduction scheme, be minimal : they should, on the one hand, agree on the rules governing the remaining debt service to the PAIR Fund and, on the other hand, issue a clear and verifiable commitment to recycle part of the savings resulting from cancelled debt service to local human development 44 The other 3 areas of concentration are employment and unsustainable livelihoods; advancement of women; and environmental regeneration. 45 Indeed, the last Human Development Report (UNDP, 1999) reports that NGOs command a budget of about $1.2 billion for project financing in developing countries (excluding transition economies -for which the budget is $ 1.4 billion). NGO's resources are on the rise, while the opposite trend is observed for ODA flows.
projects.
As to access of countries to the human development programs financed by the Fund we suggest that more far-reaching conditions be met. The purpose of imposing conditions is to enhance the chances of success of the programs, and to increase thereby as much as possible the effectiveness of aid flows. In order to obtain support from the Fund, beneficiary countries should submit coherent programs in the fields of basic education, health, sanitation and water supply. Such programs should be embedded in a credible national human development policy, a "Poverty Reduction Strategy", along the lines promoted by the HIPC Initiative. Credibility of such a strategy crucially depends on the existence of good government practices, of suitable institutions and of sound macroeconomic policies.
Good governance should include transparency and accountability. Transparency refers to the budgetary process and to the activities as such. The former should be subject to clear cut rules, which ensure overall coherence of the budget and controls of its execution. Transparency of the activities can be promoted by regular and accurate reporting. The different levels of government should in the first place be accountable to their own constituencies. This requires some form of democratic practices. The beneficiary countries should not be accountable to the PAIR Fund for the details of their activities. It is more important that the PAIR Fund focuses, as part of its conditionality assessment, on the general quality of the national policy framework.
Institutions in the field of human development should be reasonably effective in pursuing their goals. The criteria for appreciating their effectiveness in poor countries cannot be the same as those applied in rich countries; poverty is also reflected in the institutional capabilities. Nevertheless it is clear that a minimum of effectiveness is necessary in order to implement human development programs. Like the national and local authorities, the operations of the institutions in the field of human development should satisfy requirements of transparency and accountability.
The sustainability of human development policies also depends on sound macroeconomic policies which make it possible to generate the necessary public funds and foreign exchange for economic and human development and for serving the remaining debt. Such macroeconomic policies should aim at reasonably low inflation, limited public deficits and a sustainable balance of payments. In case of disequilibria the countries themselves should elaborate adjustment policies which respect the needs of human development.
Conditionality will be defined by the board of the PAIR Fund and monitored by it. Given that all parties are represented on this board, it can be expected that conditionality will be designed in such a way that its enforcement will generally be well accepted. Also, the long term perspective of the proposal provides a framework in which the conditionality can be more efficiently monitored and where progressivity in the conditions to be fulfilled can more easily be introduced. This should moreover provide additional incentives for the countries to comply.
Relation to the literature on debt reduction
Issues raised by debt reduction have been widely discussed in the academic literature since the inception of the early eighties' debt crisis. We briefly show how the main features of our proposal address several of the critical issues put forward by this literature.
Rationale and pitfalls of debt reduction
At the onset of the debt crisis, debt rescheduling and continued "voluntary lending" was the only instrument of the International Debt Strategy, mostly designed to prevent a melt-down of the international financial system 46 . Gradually however, the expectation that highly indebted countries would "grow out of debt" and regain a spontaneous access to international financial markets was proven wrong. The necessity to allow for some reduction of debt stocks and debt service gained growing support. Sachs (1989) was one of the first to advocate this approach which centred around the concept of debt overhang, i.e. the disincentive for an over-indebted country to invest and adjust. Krugman (1988) crystallised this concept into a 'debt relief Laffer curve', according to which an optimal amount of debt reduction could improve both the debtor's and the creditor's welfare. Empirical estimations of this debt Laffer curve (e.g. Claessens, 1990, and Cohen, 1991) showed that this was more than a theoretical assumption. Several debt reduction schemes were implemented, mainly for highly-indebted medium income countries for which an active secondary market in their bank held debt existed.
The disincentive aspects of debt overhang clearly carry over to our set of poor countries, although two additional arguments should be considered. First, poor countries benefit from aid flows from rich countries; as most of these countries' debt is with respect to official creditors, aid flows may be closely linked to debt service. Debt reduction might therefore be less productive in restoring the incentives to invest and adjust (Claessens et al. 1997) . To avoid this, a clear commitment, embodied in our proposal, that debt reduction will be additional to current aid efforts by rich countries is necessary. A second argument relates to the additional effect that debt reduction has on uncertainty. Evidence surveyed by Claessens et al. (1997, p. 250) shows that the positive effects of debt reduction under the "Brady deals" 47 can primarily be attributed to the removal of "uncertainty associated with continual ongoing debt reschedulings" and in "bolstering the confidence in the process of policy reform". This is exactly what our proposal aims at achieving in the field of human development.
The pitfalls of debt reduction have been extensively discussed in Buiter et al. (1987 Buiter et al. ( , 1989 . On the debtors' side one may end up with an adverse selection effect, rewarding the "profligate and punishing the prudent". Moral hazard may also be a problem. These pitfalls are of course magnified when full debt cancellation is considered. On the creditor's side, debt reduction can be sub-optimal because of a free-riding problem within and between creditor classes. This issue and, more generally, that of burden sharing among creditors cannot easily be solved outside a multilateral framework, an approach embraced by the PAIR fund.
A multilateral approach to debt reduction
Although several aspects of multilaterality were embodied in the International Debt Strategy (e.g. the IMF's backing and even arms-twisting in "Brady deals", the multilateral negotiations between creditors within the Paris and London Clubs, the G-7 implications in the HIPC negotiations ...), the idea of an full-fledged "international debt facility" which would buy back the whole outstanding debt stock of the over-indebted countries -as first voiced by Kenen (1983) -never gained much support neither on the policy side of the debate nor within academic circles 48 . Bulow and Rogoff (1990) in particular criticised such an international debt facility on two grounds : first, the debt buy back on the open secondary market underlying the scheme could be expected to be too costly 49 and therefore represent an inefficient allocation of funds available to the debtors; second, countries could be expected to be better off negotiating debt reductions directly with their creditors, without interference from an official intermediary. It is to be noted that both these criticisms are questionable in the case of debt with respect to official creditors, as is the case in the PAIR proposal : given the absence of a secondary market for this type of debt, a fair price can much more easily be determined as part of the multilateral negotiation between creditors; also, the outcome of bilateral negotiations between a debtor country and its official creditors often hinge on the political agenda of the different creditors, while this is much less so the case in a multilateral framework. A truly multilateral approach also has the advantage of achieving greater fairness in the burden sharing among creditors (Bulow et al, 1992 ; Berthélémy and Vourc'h, 1991) , notably because it also includes the multilateral creditors. This is indeed the case for the HIPC initiative. In addition, the buy back of a country's total stock of debt by the PAIR fund makes the Fund the sole creditor and thereby nicely solves any potential problems linked to differences in seniority among creditors.
Debt reduction and aid
The link between debt reduction or cancellation and flows of aid to developing countries has only been made recently, particularly in the discussions leading up to the HIPC initiative (Claessens et al., 1997) . Bulow and Rogoff (1990) however already pointed out that a debt buy-back financed by donors would represent a misallocation of aid funds whenever the buyback price exceeded the marginal benefit to the country. The PAIR fund minimises this risk, on the one hand by selecting a fair buy back value for the debt through a multilateral negotiation with the official creditors and on the other hand by requesting countries to allocate to human development projects part of the funds saved by debt and debt service reduction.
Co-ordination between debt reduction and aid in a multilateral framework, together with a clear priority for human development, has particularly been stressed by the enhanced HIPC initiative (for an appraisal see e.g. Foster et al, 1999) . Sachs et al. (1999) plead for a similar human development approach, but with much deeper, near complete debt forgiveness. The Corda proposal (Drèze et al., 1991) can also be characterised as a first attempt to make explicit the link between aid, debt and development. Indeed it incorporates elements of the 'international debt facility' approach into a revolving fund structure to finance development for a group of countries, the ACP countries.
♦ ♦ ♦
48 see Corden (1988) for a comprehensive review of the schemes proposed and the advantages and problems with this approach. Sachs (1990) and Drèze et al. (1991) also elaborated debt reduction proposals based on such a multilateral approach. Note that the same scepticism was addressed to proposals to install an international bankruptcy court or code, along the lines of US domestic (Chapter 9) bankruptcy code (e.g. Raffer, 1990) . 49 On an open-market, the debt has to be bought back at an average price, although it is the much lower marginal price which represents for the country the expected benefit of the buy-back. 
